A. INTRODUCTION
Considerable attention has recently been devoted to examining the relationship between law and uncertain future events. Particularly prominent in that debate has been the role of law in managing and allocating risk. In the field of contract ☼ Alexander Stone Professor of Commercial Law, University of Glasgow. A draft of this paper was presented at a symposium on legal certainty held at Glasgow University in September 2006, funded by the Clark Foundation for Legal Education. I am grateful to the participants at that symposium, to Professor Doreen McBarnet and to the anonymous referee for comments. and commercial law there now exists an extensive literature examining the incomplete nature of contracts and the extent to which contracting parties rely on mechanisms other than law in dealing with contingency. Within that literature, the focus is primarily on uncertainty arising from the unpredictability of events or developments that lie in the future. Much less attention has focused on the problem of legal uncertainty.
This article attempts to develop a working definition of legal uncertainty and to examine its effect in commercial law. It is based on the premise that lawyers in the commercial world have to deal with and contract around not only future contingencies but also legal uncertainty. The article attempts to explain why uncertainty may persist over relatively long periods of time in commercial law, despite the perceived need for legal certainty to facilitate commercial transactions. It also attempts to explain, both in general terms and by reference to specific examples, how uncertainty can be limited or removed. Underlying much of the discussion is the argument that there is a close link between the effectiveness of responses to uncertainty and the persistence of uncertainty over time.
B. THE MEANING OF LEGAL CERTAINTY (1) Predictability and consistency
It is often said that business activity is facilitated by legal certainty. 1 This implies that the law should be predictable and should treat similar cases consistently. 2 Predictability allows those subject to the law to judge the law's reaction to their conduct (such as when making a choice between legal and illegal action). 3 The content of any particular law can only be understood in a meaningful way if its application to particular circumstances can be predicted. 4 Consistency is closely related to predictability, but focuses less on the outcome of a particular adjudication by comparison with what the law is generally understood to be and more on the relative outcomes of different adjudications that apply the same law.
Legal uncertainty differs from legal risk in that the latter focuses on the chances of being sued or being the subject of a claim or the possibility that a technical defect in a transaction will result in loss. 5 In that sense risk is a much broader concept than uncertainty because it arises even where the law is clear. Legal uncertainty is that subset of risk which focuses on circumstances in which it is the lack of clarity in the law that poses risks for markets, transactions and legal structures. Two forms of legal uncertainty are important for commercial law. The first is where some doubt remains unresolved over a substantial period of time. This may arise because the doubt is not the subject of litigation before a court. 6 It may also arise from the process of clarification, testing and interpretation that is represented by case law that does not claim to change the existing law but which nevertheless carries implications for its reliability. 7 While this form of uncertainty may not appear to pose a substantial risk for the commercial world, it does raise issues regarding the extent to which precedent can provide a reliable guide for future transactions. 8 For example, the seminal company law case Salomon v Salomon 9 did not overturn any of the previous authorities yet is widely regarded as marking an important turning point in the recognition of limited liability and separate corporate personality. 10 From the perspective of the law in practice, uncertainty may be reduced or removed by expert consensus. This is likely to be important in areas where a relatively small community of legal advisers is engaged in innovative transactions which have not been tested in the courts but rely for legal certainty on consensus among those advisers, perhaps combined with the development of standard documentation.
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The second form of uncertainty occurs when a "settled view" of the law is subsequently changed by the courts. 12 Although this happens only infrequently, In that case the House of Lords provided a justification for overturning settled law on the basis that (a) those who rely on a decision at first instance must be taken to be aware of the possibility of it being overturned and (b) the statutory priority given to the holder of a fixed charge over preferential creditors must be regarded as superior to the need to preserve legal certainty through upholding prior case law.
it can have a serious impact. For example, Morgan Guaranty 14 and Kleinwort Benson 15 established that it is possible to recover a payment made under a mistake of law. 16 The rationale is that, while there may have been no mistake of law at the time the obligation to make the payment was concluded, reinterpretation of the law in a later case applies retrospectively, opening up the possibility of a case based on mistake. 17 The significance of legal certainty, and the cause of much of the debate as to the extent to which it is achieved, 18 lies in its link with legitimacy. Kress explains that link in the following terms: 19 Indeterminacy matters because legitimacy matters. Many legal scholars hold that the legitimacy of judicial decision-making depends upon judges applying the law and not creating their own. They claim that judicial decisions are legitimate only if judges are constrained either completely or within narrow bounds.
On this view, legal certainty has a role to play in ensuring that courts resolve disputes according to established legal norms and, in that sense, act in a legitimate manner. While not the source of legitimacy, legal certainty is nevertheless closely linked with it, through its role in limiting arbitrary judicial decision-making. A related issue is the extent to which the subjects of law are able to gain access to and understand the process of legal reasoning through which cases are resolved: that may exert just as powerful an influence on the exercise of rights and the resolution of disputes as the content of the law itself.
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Legal certainty can also be linked with informed decision-making and efficient markets. It is now generally accepted that one of the conditions required for 104 , arguing that there may be questions posed regarding the legitimacy of an unelected judiciary using the "art of legal reasoning" to determine the legal fate of citizens.
markets to operate efficiently is that the participants in those markets should be able to make fully-informed decisions. 21 In some cases -as for example with disclosure obligations in insurance or for share prospectuses -the law makes available information which is important for decisions. In other cases, the making of a decision encompasses a view as to the law regarding a particular issue, so that legal uncertainty will limit the extent to which the decision can be fullyinformed. For example, a decision to rescind a contract presupposes knowledge of the law of contract. A party exercising the right of rescission bears the risk that the act will be considered to be (unjustified) repudiation rather than (justifiable) rescission. 22 Thus, uncertainty in the law is likely to increase risk and to operate as a disincentive to engage in market transactions.
A further aspect of uncertainty is cost. This includes higher litigation and judicial system costs, increased unlawful activity and decreased lawful activity, and replacement costs. 23 Uncertainty is likely to affect the incidence of unlawful activity because it blurs the boundary between what is permitted and what is not. These costs have a temporal dimension in that it is likely that uncertainty will diminish over time as courts interpret the law and reforms are enacted, but that process itself carries with it substantial costs, particularly if the resolution of uncertainty is not channelled in a manner designed to produce the most informed result possible.
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(2) Rules, principles and standards
The extent to which the law is certain is related to the manner in which it is structured and distributed as between principles and rules. Principles are broad statements that apply to a range of acts and, in Common Law systems, tend to develop through a series of cases rather than being established in a single case.
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Rules are more specific and relate to particular acts. As Braithwaite observes, it is often assumed in legal scholarship that tightly specified legal rules increase legal certainty, 26 an approach which favours rules over principles. The argument is made in the following terms by Raz:
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Since the law should strive to balance certainty and reliability against flexibility, it is on the whole wise legal policy to use rules as much as possible for regulating human behaviour because they are more certain then principles and lend themselves more easily to uniform and predictable applications.
As Braithwaite argues, however, favouring rules in pursuit of legal certainty may be a strategy that is doomed to failure. Admittedly, when the type of action to be regulated is simple and stable (not changing unpredictably across time) and does not involve huge economic interests, rules regulate with greater certainty than principles. 28 But with complex actions in changing environments where large economic interests are at stake, principles, Braithwaite argues, are more likely to enable legal certainty than rules. Uncertainty will result from a process by which the legal advisers of large economic interests ("wealthy legal game players" in Braithwaite's terminology) engage in a process which constantly challenges and attempts to redefine "grey areas" 29 of the law. This type of activity has been variously termed "creative compliance"
30 and "compliant non-compliance" 31 and is particularly evident in tax law, company law and financial regulation. In essence, both involve the pursuit of legal strategies that pay lip service to the detail of regulatory rules but nevertheless pursue objectives that run contrary to their spirit. It is the fragmentation of the spirit of the rules through the pursuit of certainty, itself often the result of the "game" by which wealthy legal game players test the rules, that makes such a strategy possible.
A similar approach is adopted by McBarnet and Whelan in their analysis of the regulation of accounting standards. They argue that an approach based on principles, while offering an ostensibly attractive method of policing "creative accounting", is open to challenge through several techniques, which they collectively refer to as "looking for loopholes". The central point of their argument is that principles do not necessarily prohibit creative accounting more successfully than rules because there are compliance strategies ("creative compliance") which can respond just as effectively to principles as to rules. Thus, normative claims about the superiority of principles over rules or vice versa are inherently suspect and may themselves represent strategies to gain political traction in determining the direction of regulatory development.
32 I return to this issue below in the context of responses to uncertainty.
33
Legal uncertainty can also be approached from the perspective of the balance in law between rules whose content is defined ex ante and standards whose content is defined ex post (usually by a court or other adjudicative body). For example, in the field of corporate law, a choice can be made in controlling self-dealing on the part of directors between setting rules that determine how and when a director is permitted to enter into contracts in which they have a conflict of interest or allowing the matter to be settled ex post by applying the overriding principle of fiduciary duty. 34 As was noted above in respect of principles versus rules, there is a similar tendency to assume that rules generate greater legal certainty than standards, but that may not necessarily be the case. Kaplow, for example, argues that there are circumstances in which standards offer a more certain approach than rules and vice versa, and that there is therefore no reason to assume that one technique is superior to the other. 35 Of course, to the extent that the application of standards creates binding precedent, the distinction between standards and rules is greatly reduced, but the process by which binding precedent is created may take time, create uncertainty (e.g. because of the limited applicability of the precedent) and prove costly.
(3) Certainty and rule types
Braithwaite's argument against over-reliance on rules as opposed to principles is formulated primarily by reference to regulatory rules. 37 But while it is true that the scope of regulation has increased greatly in recent years, it remains the case that much of the law relating to commercial activity does not take the form of regulatory (mandatory) rules. From the perspective of transactions, a great deal of contract law (the core of transactional law) comprises default rather than mandatory rules. The same is true of the law relating to business organisations, both in respect of partnerships and companies. Therefore, a broader view of the consequences of uncertainty should take account of the wider range of rules that are relevant for commercial activity. Default rules serve a range of purposes. First, they represent a (limited) response to the problem of incomplete contracting by filling in gaps in the contract. 38 For example, the law relating to implied contract terms can be described as a default rule which will, in some circumstances, recognise as part of a contract a term that was not expressly agreed between the parties. 39 Second, from a law and economics perspective, default rules are envisaged as promoting efficiency by allowing the parties to economise on transaction costs. 40 This is linked with the "gap filling" function in that it is the role of default rules in filling gaps that allows the contracting parties to limit their agreement to its essential features.
The presence of uncertainty in default rules does not lead to the same outcome as in the case of mandatory rules because there is no obligation to obey default rules. Indeed, it is envisaged that the contracting parties and society generally may be better served by amendment or disapplication of default rules rather than by their acceptance. 41 If a default rule is uncertain, it cannot properly fulfil its function as a gap filler. This is because uncertain default rules create risks for the contracting parties when they decide what must be expressly agreed and what can safely be left to the general law, with the likely result that increasing use will need to be made of express terms. Suppose for example that the default rule in contract law is that a delay in performance does not constitute grounds for rescission. If it is not clear what constitutes a delay by comparison with refusal to perform, it may be that one side will want to include an express right to rescind following a delay of ten days so as to avoid the risk of open-ended delay with no remedy. In other words, the parties' attitude to the express terms of the contract will be influenced by the formulation (including legal certainty) of the relevant default rules.
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"Enabling" rules are also important in commercial law, particularly in the field of business organisations. These are rules which enable the doing of what would not otherwise be possible. For example, the rules of company law that allow a registered company to be created make possible an outcome (the creation of an entity distinct from the shareholders) that could not be achieved (despite much ingenious effort) 43 by other legal devices. Uncertainty in enabling rules limits the extent to which the relevant activity or legal structure will be enabled, because the requirements that must be met to gain the benefit of the rule will not be clear. In the example just given, uncertainty is likely to limit the attraction of the company form, because there would remain doubt over the scope of the separate legal personality rule, and shareholders would fear that the company's creditors might look to them for satisfaction of the company's debts.
(4) Certainty and vagueness of definition
Uncertainty may arise when the meaning of a term around which a rule is formulated is not settled by accepted usage. An example given by Halpin is the use of the word "bald" in a legal rule. 44 Three forms of vagueness relating to this word can be distinguished:
(a) Linguistic infelicity. This follows from the observation that it is possible to maintain that a person is neither bald nor "not bald". In addressing the issue of whether it is possible for such a term to remain vague, Halpin concludes that it can remain vague "for so long as there may arise novel situations for which the application of the term can be considered or situations over which conflicting usage has not conformed to an accepted usage." 45 The removal of uncertainty is viewed as a process by which an inherent tendency towards linguistic vagueness is resolved as the courts establish settled usage.
Linguistic uncertainty is a sub-set of the first type of uncertainty referred to earlier, which encompasses the three forms of vagueness mentioned above. A characteristic of this type of uncertainty is that the process of establishing settled usage, while not representing legal change, may well have substantial effects for those who subscribed to the discredited version of conflicting usage. In this sense, the legal process of establishing settled usage poses risks for existing contracts and other legal obligations, even if it carries with it benefits in terms of legal certainty for the future.
(5) Certainty and efficiency
Regardless of whether particular legal rules are efficient, it can be argued that the common law has an inherent tendency to evolve in the direction of efficient rather than inefficient rules. Put another way, the argument is that the common law will favour rules that impose fewer costs, and in that sense will tend to promote aggregate social welfare. A variant of that argument is Posner's view that the common law provides incentives to judges and other procedural devices which ensure efficient outcomes in individual cases and therefore also in the aggregate. 47 An alternative view, which has attracted considerable support, explains the evolution towards efficient rules by reference to the incentives of parties to litigate or settle outside court rather than by reference to the motivations or tendencies of judges. According to this view, the evolution of the common law depends on cases which are litigated and parties will only litigate when a rule is inefficient and they have significant economic interests at stake. 48 Over time, the law will come to comprise a group of settled and efficient rules which are subject to little or no litigation as well as a group of inefficient rules which continue to be litigated. This evolutionary process can be viewed as independent of any tendency on the part of the judiciary to favour efficient rules, as re-litigating inefficient rules will create ongoing pressure for them to be changed. Rubin comments that "Intelligent judges may speed up the process of attaining efficiency; they do not drive the process." 49 It has been argued that there is no direct link between certainty and efficiency because there is no reason to believe that, in general, efficient rules are more certain than those which are not efficient. 50 The characteristic which makes a rule efficient is the cost which it imposes on parties and the effect which that cost has on the allocation of resources: in that sense a rule subject to some degree of uncertainty can still be more efficient than one to which no uncertainty seems to attach. However, taken to its extreme, that view cannot be correct as there must come a point at which a rule becomes so uncertain that it cannot allocate costs because it is not clear what the rule requires. A better view is that certainty does carry implications for the efficiency explanation of the process of (common law) evolution in that it seems likely to affect the propensity of parties to a dispute to litigate, and thereby assist the development of the common law, rather than to settle. If a rule appears certain to both sides there will be a reduced tendency to litigate (even if the rule is efficient) because the probability of success is low. If, conversely, uncertainty is present, the tendency to litigate will depend on the likelihood of a successful outcome. In that sense, certainty affects the chances of litigation, for rules embedded in a legal system with certainty are unlikely to be litigated. 52 Naturally, this is not the only factor on which a decision to litigate is based: other factors include the interests of the parties in the precedent value of the case for their business 53 and the relative resources they are able to invest in litigation.
C. PROXIES FOR LEGAL UNCERTAINTY
So far the discussion has avoided the issue of how to identify uncertainty in the law. That issue poses a problem because it is widely accepted that there will always be some degree of uncertainty -in Hart's terminology any legal provision will be associated with a core of certainty and a penumbra of uncertainty. 54 Thus, it is inevitable that there will be a process of testing, defining and redefining legal provisions so as to expand the core and limit the penumbra, and much litigation can be viewed in this light. 55 While this is often no more than the normal process of legal development, it is possible for uncertainty to be present in a more pervasive manner, such as when the degree of uncertainty indicates that the core itself may be indeterminate. Kress approaches this issue from the perspective that "Law is indeterminate where the correct theory of legal reasoning fails to yield a right answer or permits multiple answers to legal questions". 56 On this approach, is widespread and that law therefore lacks legitimacy, on three grounds: (a) critical legal scholars unnecessarily limit the premises that can be employed in legal argument by focusing on black-letter rules and excluding standards such as principles, policies, legal culture and social context; (b) they focus excessively on deductive logic and deny legitimacy to other techniques such as analogy; and (c) they assume that the existence of conflicting principles leads to indeterminacy in the absence of explicit metaprinciples that resolve those conflicts.
what is at issue is whether the law can supply a single correct answer within the "core", not the categorisation or characterisation of the rules and reasoning by which the answer is reached. Identifying instances in which the law is uncertain in this sense requires some form of proxy 57 to be used for uncertainty. One proxy that has been used, in the context of statutory provisions, is that a legal provision is uncertain when it would be litigated by a lawyer. 58 While this definition might seem overly broad, it has the merit of linking uncertainty with the cost of its resolution, since a rationalisation of the litigation process would lead to the conclusion that the expected benefit of resolution for the litigant would be greater than either the cost of the litigation or any other solutions that might be available to resolve uncertainty. In other words, the definition focuses on the practical significance of uncertainty, and assumes that it is only uncertainty which has a substantial cost which will be tested by litigation.
Another test for uncertainty is the extent to which dissenting judgments are made in appellate courts. 59 This has the merit of focusing attention on disagreement over "settled law". It is based on the premise that disagreements in the appellate courts are likely to be in respect of issues that are particularly significant from a certainty perspective as they provide a strong indication that there is no "settled law" on the matter. Kress finds relatively few instances of such judgements and concludes that this is an indicator that the law is, in the main, predictable in its application. 60 Both of these proxies for legal uncertainty suffer from the deficiency that they deal with cases that have been litigated, and so ignore the many instances in which uncertainty is resolved outside the litigation process. 61 For the purposes of this article, therefore, uncertainty is taken to exist in circumstances in which one or more of a range of actions (which are in essence responses to the presence of uncertainty) is routinely employed. Admittedly this results in a less clearly defined set of situations, because there may be scope for disagreement over whether an uncertainty-resolving strategy has in fact been deployed or whether it 57 A proxy in this sense means a working definition that is a close substitute for the underlying concept. It is an approximation for the purposes of exposition. 58 Maggs (n 23). 59 See Kress (n 18) at 324-325 for statistics. Kress uses this proxy to support his more general proposition that "Law is indeterminate when the correct theory of legal reasoning fails to yield a right answer or permits multiple answers to legal questions" (320). 60 Kress (n 18) at 325, noting that dissenting judgments are nevertheless not a precise measurement of judicial disagreement because dissent is not always noted. 61 See J M Lipshaw, "Contingency and contracts: a philosophy of complex business transactions" (2005) 54 DePaul L Rev 1073; S Macaulay, "Non-contractual relations in business: a preliminary study" (1963) 28 American Sociological Review 55.
is a significant part of the legal arrangement of which it forms part. However, the benefit of this approach is that it enables uncertainty to encompass the many cases in which litigation is avoided because an appropriate response is otherwise available. Moreover, as will be argued later, this approach allows the development of a view as to the overall significance of uncertainty for commercial transactions. This proxy for uncertainty encompasses both the first and the second forms of uncertainty referred to earlier. 62 However, it does so in a manner which might best be described as ex ante: in other words, it refers to the possibility that the parties will judge the law to be sufficiently uncertain that a court adjudicating on the matter would conclude that one of these forms of uncertainty was present. This differs from the proxy of dissenting judgements in appellate courts which, by identifying uncertainty ex post by reference to the adjudication of the court, ignores the manner in which the parties negotiated and agreed the transaction in question. The proposed test thus recognises that uncertainty is often identified at the planning stage in transactions, long before a dispute has actually arisen.
Another feature of the proposed test is that it can help to explain the persistence of uncertainty over time. If, as mentioned earlier, there is a general demand for commercial law to be certain, it can be expected that one of the main functions of litigation is to resolve uncertainty. The process of "testing the limits" and looking for "loopholes", described by McBarnet and Braithwaite in respect of regulatory rules, 63 is likely to be replicated in the sphere of private law by litigation as contracting parties aim to extract the maximum advantage from particular interpretations of the rules. 64 To the extent that litigation is avoided by the use of alternative mechanisms, it may be possible to argue that uncertainty in the law persists over a longer period of time because the issue is not litigated. This is an argument to which I will return after considering the potential responses to uncertainty.
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D. RESPONSES TO UNCERTAINTY
There appear to be at least four distinct responses to the presence of legal uncertainty in commercial transactions. 
(1) Eliminating or reducing uncertainty through contract terms
One response is to include specific provisions in a contract. A common example is the identification of circumstances which will give rise to the right to rescind. This process also occurs more generally when contracting parties tailor default rules to suit their own circumstances: prime examples can be seen in the formation of contracts of sale and the constitutions of companies, where default rules are frequently amended by the parties. 66 While the primary aim is to adapt rules to the particular circumstances of the parties, this also serves the purpose of eliminating legal uncertainty. The process of adaptation, however, exposes parties to the risk that their tailored version will be interpreted by the courts differently to what they (either in common or individually) expected.
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(2) Allocating or transferring risk arising from legal uncertainty through contract terms A transfer of risk arising from legal uncertainty could occur in two circumstances: first, where both sides are aware of the risk and the terms of the transaction make it attractive for one side to bear it; 68 second, where the presence of the risk is known only to one side, which is able to use its superior knowledge to transfer the risk to the other side. 69 While this process bears some similarity to that described in the previous section, the focus is on one side bearing the risk of legal uncertainty rather than both sides working together to remove uncertainty for their mutual benefit. 70 It also differs from the process of allocating risk in respect of uncertain future events. As well as being transferred between 66 The process of "tailoring" may also occur in an institutional setting: see e.g. V Gessner and A Cem Budak, Emerging Legal Certainty: Empirical Studies on the Globalization of Law (1998) for a discussion of how non-state institutions help to resolve legal uncertainty in transnational business transactions. While this process may focus on developing terms that are described as "standard" for transnational transactions, it inevitably represents a form of "tailoring" of some national rules that might otherwise apply. 67 I return to this issue in more detail at F.(3) below. 68 This could arise for example from the pricing of the contract. 69 For example, an astute seller of land to a developer is aware that there is some legal uncertainty in respect of a rule of planning law which may prevent the grant of planning permission over the land: a developer who is not aware of the uncertainty may be willing to purchase the land at a value which attaches too high a probability to planning consent being given. 70 This strategy may also be employed to allocate regulatory risk. See D McBarnet, "Transnational transactions: legal work, cross-border commerce and global regulation", in M Likosky (ed), Transnational Legal Processes (2002), discussing the use of contractual terms in public offers of shares in Russia in respect of the liability of the issuer for the accuracy of its share register. Such terms were made necessary by the incomplete system of public regulation of share registers, which created risks in the recognition and transfer of legal title to shares.
contracting parties, such risks can also be transferred to a third party through insurance. However, the range of insurable risks does not include legal risk and so it follows that risks arising from legal uncertainty fall to the parties themselves.
In particular, following the courts' recognition of the right to recover payments made under a mistake of law, 71 there is a form of sleeping uncertainty inherent in every transaction in that the possibility of settled law being overturned is always present, even if it is not a regular occurrence.
(3) Creative compliance
Creative compliance involves compliance with the letter of the law while pursuing an objective which is contrary to its spirit. 72 It also represents a response to legal uncertainty in that it attempts to exploit the presence of uncertainty for the benefit of the subject of regulation. In that sense it differs fundamentally from the two techniques referred to above because it is based on the premise that uncertainty may offer benefit. Three techniques for achieving creative compliance have been identified by McBarnet and Whelan: This involves focusing literally and narrowly on the words of a rule, and working creatively on it . . . To pursue this strategy, however, one must find a rule to work to, the more precise and prescriptive the better.
One objective of working to rule may be to find a relevant detailed rule, compliance with which can be argued to represent compliance with a governing principle which has a higher normative value but which lacks direct applicability to the circumstances. In that sense, the certainty which detailed rules attempt to achieve is undermined by their very creation, which then sets in motion the process of working to rule. McBarnet and Whelan provide as an example the attempts made by companies to fall within the ambit of specific rules that implement the general principle that companies should report the substance and commercial effect of transactions.
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Creative compliance may test the limits of the law, such as occurs regularly in relation to the distinction between (legal) tax evasion and (illegal) tax avoidance. It is likely to promote clarification of the law, as the process of successively finding and testing loopholes would suggest that the core of settled law is likely to expand over time. 78 But, as discussed below in the context of Salomon v Salomon, 79 it may also have the effect of delaying the emergence of settled law because the presence of uncertainty allows the subjects of regulation to achieve their objectives through creative compliance.
(4) Clearance, guidance and legal opinions
Some regulatory systems cope with uncertainty by the provision of "clearance" decisions, which confirm that a proposed transaction or conduct complies with regulatory rules. This model operates in EC competition law, allowing the Commission to find that articles 81 or 82 of the EU Treaty do not apply in particular circumstances. 80 A variant is where the system does not provide expressly for such decisions to be given but allows this on an informal basis. An example was the practice of issuing "comfort letters" that developed to enable the European Commission to deal with the many enquiries it received regarding compliance with article 81 of the EU Treaty (relating to cartels) without making a formal decision. 81 Guidance provides a form of lower level of legal certainty than clearance. It can take the form of generic guidance that indicates how a regulator will interpret rules, 82 or specific guidance which deals with individual circumstances. In the latter case, it may be difficult to distinguish guidance from clearance. While the emergence of guidance may be viewed as a positive development by those favouring detailed rules over general principles, it has also been characterised as a threat to anti-formalist approaches to regulation which focus on substance over legal form. This issue has been to the fore in the context of tax law, where guidance may be called for to support tax minimisation strategies, as well as in the field of accounting, where guidance may support creative compliance.
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Legal opinions may also provide a form of legal certainty. They are relied on to a significant extent in financial markets and may even be integrated into regulatory requirements. 84 For example, the UK Financial Services Authority sets requirements for legal opinions given in connection with close-out netting agreements, which control netting of debts and set-off following the default of a market participant. These legal opinions are relied on not only by market participants in controlling their own business risks but also by the regulator in controlling the solvency of regulated firms.
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E. THE PERSISTENCE OF UNCERTAINTY
Uncertainty in commercial law can persist over long periods of time, even in respect of quite basic rules. 86 The cause of such persistence may be the existence of the very mechanisms -the responses to uncertainty discussed in part D -by which uncertainty can be resolved, on the basis that the need to resolve uncertainty is then reduced or eliminated. If that is correct, it is possible to claim that the more successful the responses to uncertainty, the longer the uncertainty is likely to survive. In that sense, legal ingenuity, and perhaps reliance on nonlegal measures, can be associated with an ability to tolerate uncertainty within the law governing commercial transactions and organisations. If an adequate response to uncertainty removes its damaging effect (at least for the transaction in question even if not in the aggregate), then the pressure for uncertainty to be resolved is reduced and the possibility emerges of the law remaining uncertain without damaging consequences. There may also be a degree of path-dependence inherent in this process in the sense that a particular technique for resolving uncertainty may become so embedded in commercial practice that the underlying legal certainty which gave rise to it may be overlooked.
It is difficult to assess the extent to which this explanation is accurate. Part of the problem is the correct identification of when uncertainty exists in the first place. My approach, as indicated earlier, is to regard uncertainty as existing when, before any dispute or adjudication occurs, the parties to a transaction can be observed to have taken action that is indicative of the presence of legal uncertainty. On that view, legal uncertainty is not associated directly with reported cases in the courts. However, short of engaging in some empirical research, there is no set of recorded transactions against which my hypothesis can be tested other than reported cases. On that basis, I have selected three important instances of the persistence of long-term uncertainty in commercial law to illustrate my argument. The selection is of course biased towards my own interests and by the expectation that the cases will provide some backing for the hypothesis. However, these aspects of the cases are of much less significance than their two central characteristics, viz that they are examples of the persistence of long-term uncertainty in important commercial rules. So long as those two characteristics are present, the cases can be regarded as typical of the issue under examination. Of course, the extent to which any small set of cases can be regarded as supporting the hypothesis is open to question, but it is at least a start.
F. THREE EXAMPLES OF PERSISTENT UNCERTAINTY
The examples discussed below illustrate different aspects of uncertainty. The first is largely of historical interest while the other two are of more direct relevance to current law. The first and second relate to mandatory rules, in respect of which the effect of uncertainty is greatest because it is not possible to contract round such rules. The third refers to one of the major default rules in contract law. The main focus is twofold. The first is to identify why, in the light of the propositions made above, uncertainty persisted for so long in respect of basic rules of commercial law. None of the rules examined below can be regarded as trivial or as technicalities: they are fundamental within their field and therefore the presence of uncertainty should, in principle, carry significant implications. The second is to determine the effect of the response to uncertainty in each case and thereby to assess the extent to which a successful response is capable of perpetuating the existence of uncertainty.
(1) The nineteenth century law on corporate personality and limited liability
In Salomon v Salomon 87 uncertainty in relation to the requirements for a valid incorporation of a limited liability company facilitated the use of creative compliance to achieve an objective that was contrary to the spirit of the law. 88 The fundamental nature of that uncertainty is encapsulated by the opening words of the speech of Lord Halsbury LC: 89 My Lords, the important question in this case, I am not certain it is not the only question, is whether the respondent company was a company at all -whether in fact that artificial creation of the Legislature had been validly constituted in this instance.
In essence, uncertainty existed in respect of the requirements of the enabling rules in the Companies Act 1862 that would permit Salomon to form a company with a separate legal personality and to limit his liability as a shareholder in a manner that would not be available to a sole trader or a partnership. Section 6 of the Act provided that:
Any seven or more persons associated for any lawful purpose may, by subscribing their names to a memorandum of association, and otherwise complying with the requisitions of this Act in respect of registration, form an incorporated company with or without limited liability.
It was argued that the appellant, Aron Salomon, had not met these requirements because the seven members of the company that he had formed to take over the leather and shoe manufacturing business he had previously conducted as a sole trader consisted of himself, his wife, his daughter and four sons. It was claimed by the liquidator and Salomon's (unpaid) creditors that this resulted in the company being a mere "nominee and agent" of Salomon and that the company could not therefore have been properly incorporated in accordance with the Act.
Reversing the decision of the Court of Appeal, 90 the House of Lords decided that Salomon had satisfied the requirements of the Act. In so doing, the House of Lords recognised the possibility of the enabling rule of limited liability being made available to de facto one-person companies. This represented a significant development in the law of business organisations as, at this point in time, there was no recognition in the legal systems of the United Kingdom of a form of 87 business organisation that made limited liability available to a group of fewer than seven persons.
From the perspective of responses to uncertainty, Salomon had engaged in creative compliance in that there was formal compliance with the rule but evasion of the purpose of the minimum membership requirement, which was to delimit organisations that had the benefit of limited liability (larger businesses taking the corporate form) from those that did not (smaller businesses organised as partnerships and sole traders).
91 Salomon legitimised the blurring of that distinction and contributed to its eventual abandonment. It is noteworthy that it was not until 35 years after the relevant Act took effect that this issue was tested and resolved. 92 Why did it take so long for such a basic issue to be resolved? One possible answer is that the minimum membership requirement was not significant for the structure of business organisations. That possibility is best viewed in terms of the implications of the requirement for the legal structure of a business. Salomon legitimised the concept of a limited liability company controlled by a single person. That issue had not been directly addressed by the Companies Act 1862 which, by focusing on membership rather than control, had left open the possibility of the law being tested so as to arrive at the conclusion that was reached in Salomon. By giving formal recognition to this type of company, the Salomon decision would seem to act as a catalyst for company formation, and while it is difficult to demonstrate causality in this respect, the sharply rising trend in company formation in the early years of the twentieth century lends credence to this view. 93 It seems likely therefore that the Salomon decision was significant for the structure of business organisations and that the presence of uncertainty had previously imposed some constraint on the choice of legal structure. The possibility of uncertainty persisting because of the insignificance of the issue can therefore be dismissed.
Another possible answer is that there had in fact been some testing of the rules relating to company formation prior to Salomon. For example, in Re National 91 The extent to which a minimum membership requirement served that purpose declined over time and had largely disappeared by 1907, when the Limited Partnership Act made limited liability available to partnerships. However, at the time of the Salomon decision in 1896, it remained the case that the only legal form in which limited liability was available was a company which met the minimum membership requirement of the Companies Acts. Debenture and Assets Corporation, 94 it was held that section 18 of the Companies Act 1862 did not prevent a court from investigating whether the required number of persons had signed the memorandum, and if they had not, from concluding that no valid company had been formed. 95 An earlier case had established the principles applicable for determining the extent to which fraud was present in an arrangement whereby overvalued assets were sold to a company in return for the issue of shares: it was held in Re Ambrose Lake Tin and Copper Mining 96 that, while such a scheme might have the effect of deceiving if an offer of shares were made to the public, it could not represent a fraud on a company which was fully aware of and consented to the terms. 97 While, however, those cases might be viewed as supporting elements of the decision in Salomon, they do not provide a reliable basis for predicting the case's outcome and cannot therefore be regarded as a convincing explanation for the persistence of uncertainty. 98 Finally, and most significantly, the formulation of the membership requirement in terms of numbers of persons rather than control left scope for disagreement over its essential purpose, and created scope for creative compliance. It is noteworthy that it was possible -in the sense of not being prohibited expressly by the Companies Act 1862 or the procedure for incorporation -for a company to be formed that was under the control of a single person. 99 Shannon, an economic historian, has summed up the position as being that "The one-man company was already (1875) in existence". 100 It was not necessary to test the law to determine ex ante whether such a company could be formed because there was no express obstacle to formation that could be enforced by the Registrar of Companies when presented with an application for 94 [1891] 2 Ch 505. 95 Section 18 read: "A certificate of the incorporation of any company, given by the registrar, shall be conclusive evidence that all the requisitions of this Act in respect of registration have been complied with." 96 (1880) LR 14 Ch D 390. 97 The central point, made by James LJ at 394, was that in a transaction whereby a (new) company issues the whole of its capital in return for a property, the value of the property is of limited relevance because the shares represent shares in the assets of the company (the property) and the only thing the company gives back to the vendors is (shares in) what they have given to the company. The position differs if the public are invited to buy shares as in this case the over-valuation may lead investors to believe that the company has assets and a business worth more than they really are. 98 It is relatively easy to make this point in hindsight but it must also have appeared so to Salomon's advisers for otherwise it seems unlikely that the case would have been taken to the House of Lords. 99 For general historical background on the Companies Acts and the requirements for incorporation, see P Ireland, "The rise of the limited liability company" (1984) 12 International Journal of the Sociology of Law 239. 100 Shannon (n 93) at 290 n 4. Shannon's conclusion was based on the observation of the number and nature of shareholdings and the names and addresses of members on the files at the Registrar of Companies.
registration. Rather, the onus lay on those, such as the liquidator and creditors in Salomon v Salomon, who asserted the negative hypothesis to make their case after a company had been formed. 101 Moreover, there would be little incentive to challenge the legal structure so long as the company was a going concern which did not directly threaten the interests of creditors. 102 Had it been otherwise -had, for example, the law been formulated so as to refer to control as well as number of members -it seems quite likely that the law would have been tested sooner. Shannon's comment indicates that the one-person company was in demand twenty years before the decision in Salomon. Such demand would have created pressure either for eventual judicial acceptance of the one-person company or for legislative intervention. 103 In that sense, the sheer scale of creative compliance may be an important factor: if it indicates a solution that is superior through being more efficient, there may be little point in the courts resisting a development which would be reached in any event through the process of efficiency-driven evolution. My Lords, the two short questions upon which this appeal depends should, after more than 200 years of history, be capable of a ready answer. The controversy which they have aroused shows that they are not.
The two short questions referred to by Lord Mustill concerned the obligations that arise during the negotiations preceding the formation of a contract of insurance and were expressed in the following terms: 106 underwriter in fixing the premium, or determining whether he will take the risk", must it be shown that full and accurate disclosure would have led the prudent underwriter to a different decision on accepting or rating the risk; or is a lesser standard of impact on the mind of the prudent underwriter sufficient; and, if so, what is that lesser standard? 2. Is the establishment of a material misrepresentation or non-disclosure sufficient to enable the underwriter to avoid the policy; or is it also necessary that the misrepresentation or non-disclosure has induced the making of the policy, either at all or on the terms on which it was made? If the latter, where lies the burden of proof?
The earlier decision of the Court of Appeal in CTI v Oceanus 107 had illustrated that the law relating to these issues was far from clear. 108 In that case, the court held that a fact was material for the purposes of sections 18(2) and 20(2) of the Marine Insurance Act 1906 if it was something that a prudent insurer would want to know when assessing a risk. There was no need to show that the relevant fact had a decisive influence on the decision either as to accepting the risk or setting the terms on which it was accepted. Non-disclosure or misrepresentation of a material fact, so defined, gave the insurer the right to avoid the policy. Whether correctly decided or not, 109 CTI v Oceanus was certainly controversial. It was referred to in Pan Atlantic in the Court of Appeal as "a remarkably unpopular decision not only in the legal profession but also in the insurance markets".
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The main complaints made against it were that it set the test of materiality too low, with the result that the law was too harsh to the insured, and that allowing a defence of misrepresentation or non-disclosure to succeed even if the actual underwriter's mind was unaffected was contrary to common sense and justice.
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In Pan Atlantic, the House of Lords took a different approach. It followed the interpretation of material circumstances in CTI v Oceanus in so far as that interpretation rejected the need for a decisive influence on the mind of a prudent insurer. However, the House of Lords added a further requirement, derived from the general law of contract: before an underwriter could avoid a contract for nondisclosure of a material circumstance he had to show that he had been induced by the non-disclosure to enter into the policy on the relevant terms. From the perspective of legal certainty, what is most interesting about the decisions in Pan Atlantic and CTI v Oceanus is that such controversy could exist in respect of an issue that had been litigated for 200 years and had been the subject of codification (in the Marine Insurance Act) almost 80 years earlier.
Non-disclosure and misrepresentation are core issues in insurance law because they define the obligations of the parties during contractual negotiations and allow the insurer to be released from liability if those obligations are not fulfilled. Moreover, the international importance of the London-based insurance market would suggest that such basic issues should have been tested and resolved long before the penultimate decade of the twentieth century. How can such prolonged uncertainty be explained?
Several explanations drawn from the reasoning adopted by the House of Lords in Pan Atlantic can be offered. First, the codification of the common law relating to marine insurance in the Marine Insurance Act 1906 resulted in some uncertainty as to the relationship between the codified law and the pre-existing common law. The 1906 Act was not a complete codification, and section 91(2) provided that: "The rules of the common law including the law merchant, save in so far as they are inconsistent with the express provisions of this Act, shall continue to apply to marine insurance." The Act therefore contained within it the possibility that issues relating to the common law would have to be re-visited at some point in the future. Both the materiality and the inducement issues that arose in Pan Atlantic fell into this category.
In respect of the materiality issue Lord Mustill noted that Lord Mansfield's formulation of the duty of disclosure in Carter v Boehm, 113 the first extended exposition of the doctrine, did not use the word "influence" or refer to the prudent underwriter. 114 As regards the development of these aspects of the duty of disclosure, Lord Mustill went on to say that: 115 As regards the test of influence on the mind I feel little doubt that the origins lay in the writers of the texts. These were a far more potent source of general principle than the scattered decisions of the courts.
Having surveyed the relevant texts, 116 he concluded that: 117 they furnish substantial support for the view that the duty of disclosure extended to all matters which would have been taken into account by the underwriter when assessing the risk (i.e. the "speculation") which he was consenting to assume. done or that some condition shall be fulfilled. 121 A warranty must be exactly complied with, whether it be material to the risk or not, and failure to do so discharges the insurer from liability as from the date of the breach.
122 Warranties may be express or implied and may also be created by a "basis of contract" clause, which has the effect of transforming the contents of a proposal form into a warranty. 123 The significance of this transformation is that the information contained in the proposal form becomes subject to the law on warranties as well as the law relating to non-disclosure and misrepresentation. This avoids any dispute over issues such as materiality and inducement because the law on warranties requires strict compliance. The use of basis clauses and warranties can therefore be viewed as a contractual mechanism that resolves some of the uncertainty in the law relating to non-disclosure and misrepresentation. To the extent that they avoid rules which are uncertain, they can be regarded as having contributed to the persistence of that uncertainty.
It may be asked why a "basis of contract" clause approach did not operate to resolve the legal uncertainty that arose in either CTI v Oceanus or Pan Atlantic. In fact, the clause was not used in either case, perhaps because the large volume of information made available to the underwriters meant that the clause would have imposed an unfair burden on the insured and his broker. Both cases thus differ from simpler instances of commercial insurance proposals made on an insurer's standard form, as exemplified by Dawsons Ltd v Bonnin. 124 On the assumption that CTI v Oceanus and Pan Atlantic are representative of practice in the London insurance market, the strength of the argument about the warranty as a mechanism for the resolution of legal uncertainty declines. Nonetheless, the use of "basis of contract" clauses remained significant in standardised commercial insurance and even in consumer insurance prior to self-regulatory control. 125 While it might be possible to argue that the purpose of such clauses was simply to expand the scope of the duty of disclosure, it can equally be argued that they served the purpose of resolving uncertainty in the law.
(3) Material breach in contract law
The Scots law on breach of contract provides an example of the survival of uncertainty as a result of the benefits associated with it. It also provides an 133 it was said that "parties can always agree in a contract to treat any breach as justifying rescission". 134 The law on material breach thus represents a weak default rule which, at least in the commercial context, can be varied in whatever manner the parties agree. That aspect may also help to explain the relatively limited degree to which the law on material breach has given rise to litigation: if uncertainty in the default rule is routinely resolved by contractual provisions, it can be expected that litigation will thereby be avoided.
Secondly, the case law indicates that, while appropriate contractual provision may be sought as a means of limiting uncertainty, that objective is not always achieved. Several cases can be cited in which a contract term purporting to define material breach and control its consequences proved problematic. For example, in Charisma Properties Ltd v Grayling (1944) Ltd 135 a contract for the sale of two farms contained a clause that attempted to control the exercise by the seller of the remedy of rescission in the event of delay in payment of the purchase price. 136 While the construction that the seller had argued for was ultimately adopted by the court when the case was heard on appeal, it was noted by the court that it was only possible to reach such an outcome by regarding the addition of the word "prior" (before "written notice" in the contract term) as being mere surplusage. In L Schuler AG v Wickman Machine Tool Sales Ltd 137 the House of Lords held that reference in a contract governed by English law to a term as a "condition" did not in the particular circumstances give the other party the right to rescind the contract. The significance of the decision was that, as pointed out in the dissenting judgment of Lord Wilberforce, it had previously been assumed that the use of the description "condition" in respect of a contractual stipulation was in itself sufficient to indicate that the parties should have the right to terminate following breach. In Schuler, clause 11 of the contract gave the right to terminate following "material breach" but did not define what that meant, leaving the court to determine whether a condition could be construed as providing a right to terminate independently of clause 11. Thus, even when the parties make express contractual provision to limit uncertainty, poor drafting may stand in the way of a successful outcome. Schuler also exposed a disagreement between the Court of Appeal and the House of Lords as to the admissibility of subsequent conduct in the construction of contracts, and so a further ground of uncertainty. 138 There are thus two levels of uncertainty: the first in the default rule of material breach and the second in the rules of construction which are applied when interpreting contractual provisions that modify the default rule. 139 While in any given contractual dispute there can only be one level of uncertainty (as the default rule is either applied or modified), 140 the problem for contracting parties arises ex ante in the initial decision whether to accept or modify the default rule on material breach.
It can be argued that uncertainty in the law on material breach has a positive aspect in that it directs the parties to determine what is material for their own purposes. Uncertainty is thus a catalyst for the creation of enhanced certainty for the contract. When the parties stipulate what they mean by material breach, legal risk and uncertainty is reduced. Of course, in order for that process to operate effectively, it has to be assumed that the parties or their advisers have a sufficient understanding of contract law. Whether that is always the case in the commercial world is open to debate, but there is good reason to believe that the standard of knowledge at which this process can operate is quite low. 141 Because the focus of the law on material breach is on fundamental obligations, it corresponds with those matters that are likely to have been the subject of detailed negotiation and express agreement. One does not need to be a lawyer to understand the fundamentals of a commercial transaction: indeed, in many commercial contexts the process of contracting has evolved so that such terms are the subject of negotiation and the remainder are standard or "boiler plate" terms. Parties may regulate material breach without even analysing or discussing the matter in those terms: in other words, regulation of material breach arises as a by-product of the normal negotiating procedure. Law 187. 140 The possibility of setting aside the default rule in its entirety is disregarded as there will always be a rule governing material breach in some form: either the default rule or a modified form of the default rule. 141 Although it might be argued, on the basis of the contract that was the subject of litigation in Schuler, that even large companies with the benefit of legal advice may fail to define what is meant by material breach.
Of course, if parties fail to make their own provision, matters will be governed by the default rule on material breach. As argued earlier, 142 the main effect of uncertainty for default rules is that they cannot properly fulfil their function as a gap-filler and a mechanism for economising on transaction costs because uncertainty drives parties to contract round the rule. That observation prompts the question whether the default rule on material breach can be regarded as appropriate or efficient.
In the formulation of default rules the standard view is that they should be majoritarian: that is, they should take the form that the parties would have agreed had they considered the matter. 143 However, it is recognised that, in some circumstances, alternative formulations may be preferable. An example is the rule governing the award of damages for breach of contract established in Hadley v Baxendale, 144 which limits damages to those that are foreseeable or explicitly brought to the attention of the other side at the time of the making of the contract. This has been characterised as a "penalty" default rule because it forces a party which faces loss that is not foreseeable to reveal that information to the other side or face the prospect of non-recovery. 145 It is regarded as an efficient rule because it encourages parties facing unforeseeable losses to speak out, thereby allowing contract prices to adjust to the risks that arise from breach: in economic terms, it creates a "separating equilibrium" in which different types of contracting parties identify their special characteristics and are sorted through the competitive process in different groups at different prices.
The rule relating to material breach can be viewed as an efficient default rule, despite its tendency to encourage contracting out, because it promotes the achievement of legal (contractual) certainty, and the ex ante cost of achieving such certainty is likely to be less than the risks arising from ex post misjudgements due to uncertainty over the right to rescind or to claim damages. Its utility can be judged by reference to the other options that might be adopted, which are (a) a more precise default rule and (b) a mandatory rule. Although option (a) would have the effect of adjusting the scope of the default rule, there could be no guarantee that, in aggregate, its take-up would increase as a result of greater certainty. Moreover, greater certainty might result in some cases that could be considered to fall within the outer limits of the old (uncertain) rule no longer falling within the scope of the new (more certain) rule. Option (b) would be incompatible with the principle of freedom of contract because it would remove rule was the sine qua non of a contractual solution that was more efficient even than a more certain underlying legal rule (defining material breach).
It follows that the tolerable limit for legal uncertainty is itself a function of the tools that the law provides to solve uncertainty. When it is possible for the full range of responses to uncertainty to be deployed, it is likely that commercial practice can tolerate greater legal uncertainty than when that is not the case. The conditions under which the full range of responses is available in any legal system can be said to be when freedom of contract is prioritised in contract law (thereby facilitating contractual solutions), and also when the contracting parties have access to informed legal advice (thereby facilitating both creative compliance and contractual solutions). The extent to which these two conditions are met will vary and so too will the costs and benefits of a response to uncertainty in any particular circumstances. Where, for example, the degree of uncertainty is low and the response is costly, it may be better to take the risk associated with uncertainty. On the other hand, when uncertainty may be present even to a small degree in many thousands or even millions of routine transactions, it may be better to avoid the risk.
The significance of legal uncertainty in commercial law can therefore be said to be quite low so long as an adequate response is available. This is not to say that legislators and courts should not strive for legal certainty, for plainly they should; but when they cannot achieve it, the result may not be as disastrous as is sometimes claimed.
